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FOREWORD

One notable innovation that has occurred in the world’s capital markets in recent
decades is the immobilization or dematerialization of investment securities. This
development was made possible by technology. Nowadays, shares and bonds are no
longer traded by moving certificates. Rather, they are held through intermediaries,
typically banks and similar financial institutions, and those intermediaries manage
book-entries by which ‘intermediated securities’ are held, traded, and collateralized.

Today, immobilization or dematerialization may be observed in almost all jurisdic-
tions around the world. It helps to ensure the safety of transactions and to enable
large volumes to be traded at less cost than where certificates move around. The
phenomenon, in other words, is a simple one. Yet that simplicity does not mean
that the legal and regulatory issues involved are simple as well. In fact, the legal and
regulatory landscape is quite complex and varies from jurisdiction to jurisdiction.
The doctrines of property law in this area vary even among common law jurisdic-
tions and among civil law jurisdictions, as well.

Capital markets today are global. That is not to say there is only one, globe-span-
ning, single market. On the contrary, many markets coexist in a multi-layered
fashion, ranging from local domestic markets to international wholesale markets.
These multiple markets interact with one another. Moreover, financial transactions
take place, and financial institutions act, across national borders in these multi-
layered markets. In such a scenario, a risk that arises in one market is easily trans-
mitted to another marker, but from a legal and regulatory standpoint, controlling
these multi-layered capital markets is anything but easy.

The international community has, over the past decades, come to recognize the
legal risk associated with the intermediated holding of investment securities, and
the global financial crisis that developed in 2007-2009 served as a potent reminder
of the magnitude of thar risk. The Hague Securities Convention and UNIDROIT'S
Geneva Securities Convention are tangible evidence of the attempts made by the
international community to find ways of tackling the issue together. When I served
as a member of the drafting committee at the diplomatic Conference and co-
reporter on the Hague Securities Convention and as chairman of the drafting com-
mittee at the diplomatic Conference and co-author of the Official Commentary
on the Geneva Securities Convention, I realized that these Conventions were the
product of teamwork, of hard work by renowned experts from the participating
jurisdictions who brought together their considerable expertise.



Foreword

This book, also, is the product of teamwork. Thomas Keijser did a superb job coor-
dinating the work of the first-class authors of the chapters that make up the volume,
many of whom participated, in an official or other capacity, in the preparation of
either or both the Hague and Geneva Securities Conventions. Together, they have
produced a comprehensive and reliable reference for all those who practise, study,
or are otherwise interested in the complex legal and regulatory issues connected
with intermediated securities in the world’s capital markets today.

Hideki Kanda
Professor of Law
University of Tokyo
October 2013
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PREFACE

Intermediated securities are a phenomenon at the juncture, not only of national
boundaries due to a considerable increase in cross-border transactions, but also of a
variety of legal and operational issues. Ata time when securities were still primarily
held and traded in the form of certificates, markets were largely national and trad-
itional legal concepts could be applied to these tangible assets. This has changed
dramatically due to the development over the past decades of the intermediated
system and the immobilization or dematerialization of securities, which went hand
in hand with a steep increase in the volume of government and corporate securities
held and traded in globalized markets.

From alegal point of view, which is also the perspective of this book, the new, multi-
faceted phenomenon of intermediated securities required novel approaches in the
fields of contractual, property, corporate, insolvency, regulatory, and international
private law. Each jurisdiction came up with its own solutions, leading to a variety
of holding systems based on different legal approaches. It should also be borne in
mind that the legal environment is closely related to issues of raxation, account-
ing, and the technological and operational set-up of each intermediated system.
Developing a comprehensive legal framework able to operate both domestically
and in the context of the transnational holding and transfer of securities therefore
remains a challenge.

The importance of such a framework is, however, paramount. The intertwined
cash and securities markets are at the core of the global financial system and, as
the recent financial crisis has made clear, of the socio-economic structure of many
States. To name but a few applications of securities, they are a principal means of
funding for governments and corporate entities, one of the foundations on which
central banks base their monetary policy operations, and they are frequently used
as collateral in the context of commercial banking and investment activities.

[t was against this background that the Hague Conference on Private International
Law embarked on a project back in 2000 to identify the most appropriate conflict
of laws approach in relation to intermediated securities, a project that resulted in
the adoption of the Hague Securities Convention (HSC) in 2002." By then, the
Uniprort Governing Council had already given the green light to start work on

' Foran in-deprh, article-by-article analysis of the HSC, see Goode et al., Explanatory Report.

vii



Preface

the harmonization of substantive law issues, which culminated in the 2009 Geneva
Securities Convention (GSC). The GSC covers a wide array of issues, spanning
various aspects of holding, transfer, and collateralization of intermediated secur-
ities, as well as the integrity of the intermediated system.? The two Conventions,
even though they have not yet formally entered into force, serve as authoritative
benchmarks, indicating best practice solutions and providing guidance to States
that are developing the infrastructure for intermediated securities.?

Together with Rachel Mullaly at Oxford University Press, we realized that there is
no textbook that analyses these two interrelated Conventions in their broader con-
text. In addition to documenting the accomplishments of the two Conventions,
the volume also gives ample attention to issues not addressed by either, includ-
ing corporate, regulatory, and certain insolvency law matters.? In considering the
issues at stake, the focus is first and foremost on international and regional instru-
ments. These include the UNCITRAL legislative guides on secured transactions
and insolvency, the recent UNIDROIT project on close-out netting, and regulatory
initiatives of the BCBS, CPSS, FSB, and IOSCO. US law and European legisla-
tion also feature recurrently. The legal and operational set-up in individual States is
referred to particularly where it promotes the identification of best practice stand-
ards or policy developments at the transnational level.

Teamwork is the keyword that characterizes the process that led to this book. All
chapters were circulated among the contributors for comments, and there were
frequent exchanges of information, views, and expertise between individuals and
groups of contributors. The contributors to Chapters 6 and 7 worked particularly
closely together. The team also included Hideki Kanda, who took time to review
several chapters and to whom I owe thanks for what invariably were inspiring talks;
Ed Murray and Peter Werner, who gave expert advice in relation to Chapter 2
on financial collateral; Corjo Jansen, who, as Chairman of the Business and Law
Research Centre of the Radboud University Nijmegen, gave this project his full
support; Patricia de Seume and Ian Priestnall, for carrying out the English lan-
guage edit; and the people at Oxford University Press, all of whom did an excellent
job throughout.

In Chapter 1, Michel Deschamps examines what the rules for non-intermediated
securities should be. Certificates continue to play a role in several sectors of the
economy. Deschamps identifies the /ex ferenda in relation to issues such as the

2 Foran in-depth, article-by-article analysis of the GSC, see Kanda et al., Official Commentary.

3 See Mooney, ‘Geneva Securities Convention’; Bernasconi and Keijser, “The Hague and Geneva
Securities Conventions’.

4 For a comprehensive overview of the ‘gaps’ in the GSC, see Uniprort 2010-S78B/CEM/1/
Doc. 3 (August 2010), which document was later split into Uniprorr 2011-S78B/CEM/2/Doc.
2 (November 2011; ‘Accession Kit') and Uniproir 2012-DC11/DEP/Doc. 1 rev. (April 2012;
Declaration Memorandum).
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validity and effectiveness of transfers, priority, and conflict of laws. Where rele-
vant, he attunes the rules proposed for non-intermediated securities to those set out
in the GSC and HSC for intermediated securities and to the principles underlying
UNCITRALS work on secured transactions, which, although it does not of itself
relate to securities, nonetheless provides ample inspiration for interesting parallels.
Several of the themes discussed in this chapter are examined in relation to inter-
mediated securities in later chaprers, such as transfer-related issues in Chapters 2-5
and conflict of laws rules in Chapter 10.

Chapter 2, by Guy Morton, Marcel Peeters, and myself, deals with financial col-
lateral, a phenomenon that has become /e lubricant for financial markets over
the past decades. Until recently, the focus was on private law reform in order to
facilitate the provision (whether by transfer or by vesting a security interest) and
enforcement of financial collateral. The financial crisis has led to a notable shift
to regulatory law reform that aims at addressing risks related to collateralization,
including the provision of too little or too much collateral.

Marcel Peeters elaborates on the issue of enforcement of financial collateral arrange-
ments in Chaprter 3 on close-out netting, with a critical assessment of the recently
adopted UNiprorT Principles on the Operation of Close-out Netting Provisions
against the background of the recent financial crisis. He concludes that these prin-
ciples may have come too early since the debate on the pros and cons of the special
treatment of close-out netting, including its systemic impact, has only just taken off.

In Chapter 4, Spyridon Bazinas elaborates on various transfer-related aspects dis-
cussed in the preceding chapters, in particular the creation and third-party effect-
iveness of interests, the priority of competing interests, and enforcement. He does
so by comparing the GSC, the United Nations Convention on the Assignment of
Receivables in International Trade, and the UNCITRAL instruments on secured
transactions and insolvency.

The last transfer-related chapter is Chapter 5, in which Eva Micheler examines the
crucial issue of legal certainty through the prism of the transfer of securities and the
post-trade environment of clearing and settlement. She argues that the intermedi-
ated system has become unnecessarily complex, with too many intermediaries and
other participants in the holding chain.® The potentially large numbers of links in
the chain may be governed by different rules that need to be reconciled at a very
derailed level. Micheler argues that the functional, broad-brush approach adopred
by the GSC merely adds another layer of complexity and hence does not contribute
to legal certainty. The only feasible solution is infrastructure reform leading to a
simpler and more transparent system with fewer intermediaries.

5 This argument echoes Clark’s illuminating analysis of the development of an ever more com-
plex, specialized capitalist system, of which financial intermediaries form part. See Clark, ‘Four
Stages of Capitalism’,
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This plea for structural reform is echoed in Chaprer 6, in which Nora Rachman
and Maria Vermaas examine the processing of corporate actions. This is a key issue,
as income payments, voting rights, and the distribution of information are essen-
tial to investors. Rachman and Vermaas show that the introduction of the inter-
mediated system has given rise to a chain that may involve a considerable number
of intermediaries and other players, which often complicates the processing of
corporate actions between the issuer, at one end of the chain, and the investor,
at the other end. Like Micheler, Rachman and Vermaas therefore favour a more
transparent system, in particular by making optimum use of current technological
possibilities.

Another set of related issues that determines the integrity of the intermediated
system is the intermediary’s obligation to hold or have available sufficient secur-
ities for its account holders, the prevention of imbalances, the proper allocation of
securities (notably by way of segregation), and the way losses are dealt with in the
event of insolvency. In Chapter 7, Guillermo Caballero, Erica Johansson, Maria
Vermaas, and the undersigned show that a variety of market practices in respect of
these issues exists in different jurisdictions, and argue that further standardization
is desirable.

Insolvency is the acid test of the various aspects of holding, transfer, and integrity
discussed in the preceding chapters. In Chapter 8, Charles Mooney Jr. and Guy
Morton examine how the insolvency law for intermediated securities law could be
harmonized further. In particular, their analysis of the Lehman insolvency in the
US and the UK inspires them to reconsider pre-crisis insolvency law and pracrice,
and to identify the best way forward in relation to a range of issues, including
advance planning and the treatment of client assets.

The current, post-crisis market infrastructure is characterized by much more strin-
gent regulation, supervision, and oversight in order to guarantee the stability of the
financial system. In Chapter 9, Klaus Léber elaborates on this key development,
which affects most of the topics discussed in earlier chapters, including financial
collateral, close-out netting, the treatment of client assets, and insolvency.

Chaprter 10 concludes with an analysis of the conflict of laws rules for intermedi-
ated securities, the subject matter which sparked the global harmonization process.
One of the reasons why the HSC has not yet entered into force is the ongoing
debate on this topic in the European Union. Francisco Garcimartin and Florence
Guillaume examine the issues at stake and look ‘beyond’ by proposing ways of
breaking the current deadlock.

It is not easy to determine the features of future developments with any clarity.
Besides the variety of holding systems and legal and operational approaches in
different jurisdictions, an issue that clouds the outlook is the limited results of
harmonization efforts on the substantive law front within the European Union.
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Another factor that should be taken into account is that it has proved impossible to
reach full consensus on hard-law rules on a number of issues in the context of the
negotiations leading to the GSC. Nonetheless, the mere argument of the enormous
financial interests involved justifies further harmonization efforts internationally.
Even minor steps forward are likely to have a major impact.

A common denominator of the message contained in the chapters in this book is
that some form of change is needed, whether in the shape of harmonized rules for
non-intermediated securities, a reassessment of rules relating to financial collateral
and close-out netting, an improved infrastructure for corporate actions, further
standardization of practices and rules relating to imbalances, segregation, and loss
sharing, as well as the reconsideration of various other insolvency aspects. Several
authors believe that these issues should be addressed in a soft-law instrument with
a ‘menu’ approach that allows States a level of flexibility in choosing the approach
that best fits their legal system. Other authors argue for a more institutional over-
haul of the intermediated system, as it has become too complex and does not suf-
ficiently benefit from the technological means now at our disposal. In all cases, the
solutions found should be in tune with experiences garnered during the financial
crisis and the new post-crisis reality of regulation.

A clear roadmap is indispensable in order to navigate through national, regional,
and international securities markets. It is hoped that the signposts in this book will
prove useful to the reader.

Thomas Keijser
November 2013
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